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Lessons from the Second Half of the Course 


Exchange Rates : Lessons 

• Demand & supply of currency reflect demand & supply for goods 
(and assets) . 

• Elasticity conditions determine impact of exchange rates on 
trade balance. 

• Low short-run demand elasticities produce the J-curve effect. 

• Empirically, devaluation leads to a deterioration of the terms 
of trade. 

• Countries which inflate a lot relative to others experience 
depreciation . 


Fixed Exchange Rate System: Lessons 


• Par value = market value for currencies (with transaction cost 
band) 

• Excess supply of our currency means we lose gold in a gold 
standard system 

• Rules of the game are necessary for equilibrium to be achieved 

• In a one-player situation, the player carries the burden of 
adjustment 

• Countries can export inflation if they inflate for domestic 
reasons 

• In contrast, flexible exchange rates tend to isolate domestic 
inflation 

• With fixed or flexible system, net capital inflow imports > 
exports 

• Gold is unnecessary for a fixed exchange rate system 


180.2 


Spot/Forward Exchange Markets : Lessons 

• Definitions: Spot, forward, arbitrage, speculation, hedging, 
long, short 

• Forward rates reflect expectations about exchange rates in the 
future 

• Forward rates are connected to spot rates through interest 
differentials 

• If interest rates in the UK > US, the pound will sell at a forward 
discount 

• Transactions costs permit deviations from predicted 
spot/forward relations 


Fix-Price Model: 

Stimulants to National Product 

• Exogenous increase in C, I, X, G 

• Exogenous decrease in S, M, T 

• Devaluation 

• Tariff increase or other restriction on imports* 

• Exogenous decrease in interest rates 

* Assumes no retaliation by other countries or only a "small" 
retaliation . 


Fix-Price Model: 

Cause of Improvement in Net Exports* 

• Devaluation 

• Tariff increase or other import restriction 

• Exogenous increase in X, S, T 

• Exogenous increase in interest rates ** 

• Exogenous decrease in C, I, G, M 

• Recession 

* Net exports = exports - imports 

** Holding exchange rate fixed. Note: What if it were not fixed? 
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Fix-Price Model : Other Lessons 

• In general, it takes at least "n" instruments to achieve "n" 
goals* 

• An increase in interest rates tends to raise S and lower I 

• An increase in interest rates tends to attract a net capital 
inflow 

• Interest rate impact will be greater with flexible exchange 
rates than with 

fixed** 

*Tinbergen's law. 

**An increase in interest rates tends to depress the economy by raising 
S and lowering I. But it also attracts foreign capital and retains 
domestic capital, thus increasing demand for the nation's currency in 
the exchange market. Appreciation of the currency tends to reduce X 
and raise M, thus reinforcing the depressing impact on Y. 


Balance of Payments : Lessons 

• Accounts are based on standard double-entry bookkeeping 

• But terminology can be confusing and must be learned 

• Accounts involve flows of goods, services, income, and asset 
holdings 

• Various balances can be computed from flow categories such as 
the current account 

• Mirror-image relation between net exports and financial flows 
is apparent 

• Accounts can be used for tracking net flows involving financial 
assets 

• But significant measurement problems are present. Caution 
advised ! 
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International Monetary System: Highlights 

• Operation of 19th century gold standard 

• Collapse of international monetary order during Great 
Depression 

• Creation of Bretton Woods system 

• Gold and dollar problems under Bretton Woods (Lessons for 
future systems?) 

• Role of International Monetary Fund under Bretton Woods 

• Breakdown of Bretton Woods in early 1970s 

• Freely floating currencies, currency blocs, currency 
boards, managed floating, crawling pegs, international 
currencies (currencies used in more than one country) such 
as the euro 

• Concerns about foreign central bank accumulations of large 
US dollar reserves. Can such accumulations be sustained 
or might there be a run on the dollar? Consequences if there 
were such a run? 

• Future options 



